ROLE OF SDR IN THE INTERNATIONAL MONETARY

SYSTEM
Introduction
This chapter deals with the study of the Special Drawing Rights (SDR) of the IMF. The basis for SDR creation and its evaluation is explained in the chapter. The allocations of SDR done by the IMF have been also explained. Just like other aspects of the IMF, there are also anomalies in the SDR basis of the Fund and these anomalies have been explained here. The reforms in the SDR structure to make it more efficient towards the need of the member countries have also been explained.
The methodology used in this chapter is a descriptive and analytical method.
The database used for this chapter is all secondary data taken from the IMF database and the reports and papers done on the SDR.
Conceptual Clarification
The SDR is an international reserve asset, created by IMF in 1969 to support the Bretton Woods system of fixed exchange rates. The SDR was a mean to supplement the existing official reserves of member countries since the international supply of two key reserve assets at the time-gold and the US dollar-proved to be inadequate for supporting the expansion of world trade and financial development.
As mentioned in the IMF's Articles of Agreement, SDR is neither a currency, nor a claim on the IMF. Basically, it is a potential claim on the freely usable currencies of IMF members.
The creation of an SDR is like creating a credit line. It involves the creation of both an asset and a liability. This doesn't result in any increase to the net reserves of the recipient country. The liability is SDR "allocation", which is a fixed line of credit.
SDRs are allocated to members in proportion to their quotas, on which they are charged the SDR interest rate. Members are at the same time given "holdings" of SDRs, equivalent to their allocation, which increases their gross reserves. These SDR holdings are remunerated at the SDR rate.
Basis for SDR Creation
In 1969, the two key reserve assets were gold and the US dollar. The supply of these two reserve assets was very low. Apart from gold, any increase in demand for international liquidity could be satisfied only if the reserve center, which was the United States at the time, ran a payment deficit to supply the members with more dollars. These deficits could lead to undermine the confidence in US dollar and hurt the currency more. This was known as "Triffin Dilemma". 117 This theory was brought forward by the Belgian economist Robert Triffin. He stated that in this situation the world is confronting a choice between running short of liquidity and undermining confidence in the dollar, which was destined to produce a crisis sooner or later.
As a result, the solution was to create a reserve asset to supplement the supply of these two reserve assets especially the gold.
SDR Valuation
Value of 1 SDR was initially defined as equivalent to 0.888671 grams of fine gold, or equivalent to one US dollar. However, after the collapse of the Bretton Woods system, the SDR was redefined as a basket of major currencies in the international monetary system. Today, this basket consists of the euro, Japanese yen, pound sterling, and US dollar. SDR is valued daily in terms of US dollar ad is posted on IMF's website.
The Executive Board of the IMF reviews the basket composition of the SDR every five years, or earlier if the circumstances calls for earlier review of the formula.
Latest valuation of the SDR was done in 2010 and became effective in 2011. The valuation was done based on the value of exports of goods and services and the amount of reserves denominated in the respective currencies that were held by other IMF members. Next review is expected in 2015.based on the latest review; the weights are USD, 41.9 percent; EUR, 37 percent; JPY, 9.4 percent; GBP, 11.3 percent.
SDR Allocation
SDRs are allocated to member countries in proportion to their IMF quotas, This mechanism can be thought of as a reserve-pooling arrangement. A country, which needs hard-currency reserves, can have access from another country to them by just using its SDRs. This mechanism is very useful as it enhances the effectiveness of a given level of global liquidity. However, it does not generally create additional liquidity.
Role of SDR in International Monetary System
When the SDR was created, it was meant to supplement the gold and the US dollar in the international monetary system. The gold reserves were very limited and erratic. Plus, the dollar was posing potential threats to the international monetary system stability since it was piling up large deficits to satisfy high levels of dollar demand all over the world.
However, soon after the creation of the SDR, the Bretton Woods system collapsed and hence the whole rationale for SDR creation was also questioned, since with the collapse of the system dollar reserves exploded, the dollar-gold link was scrapped. Richer and more creditworthy countries adopted flexible exchange rates and took advantage of growing world capital markets, where reserves could be borrowed easily. Hence, countries continued using the US dollar as their reserves instead of using the SDRs. SDRs, however, remained useful for the less- However, this has not been achieved yet and the unfair balance of power still exists in the Fund with having many advanced countries being over-represented and many under-represented countries on the other side.
As a result of defects in quotas, the SDRs are also allocated unfairly to the member countries. In April 2009, the IMF allocated USD 250 billion worth of SDRs as a response to the global crisis, and a further USD 34 billion in September as part of its special allocation to members that have never received any SDRs. 124 But, the bulk of these allocations went to the advanced economies again. For the developing and emerging economies, this means less SDRs and hence less liquidity for future needs.
Therefore, to achieve further role for the SDRs ad a possible replacement of existing reserves by the SDRs, there are first need for reforms. 
SDR Reforms
After the global financial crisis, many officials called for an enhanced role of the SDRs and also called for reforms to make the SDRs more useful to the members of the international monetary system. The inadequacies of US dollar as the dominant currency and the threats it was posing to the stability of the international monetary system was also one of the reasons that called for the enhancement of the role of the SDR to replace the dollar as much as possible.
The SDR reform proposals focus mainly on:
• The reform of the IMF quotas as the main and first step
• The reform of the currency basket of the SDR
• Establishment of more regular and special allocation of SDR
• An SDR-based global reserve system
IMF Quotas Reform
Since the SDRs are allocated by the IMF and in proportion to each member's quota share, the fair distribution of these SDRs is completely dependent on the fair distribution of the IMF quotas. This is something that does not exist today in the IMF quotas. No allocation of the SDRs can be successful until and unless the quota formula is reviewed and changed to reflect the global shift in power that the developing and emerging market economies have made during the last 3 decades.
These countries are clearly under-represented and hence are very dissatisfied with the current arrangement and the effects it has on their SDR allocation, their lending and borrowing power and as a whole their share in the IMF. On the other hand, many of the advanced economies are over-represented in the Fund and are affecting the decisions of the IMF because of their over-represented power, the decisions which will directly affect the less advantaged countries of the IMF.
No matter how many allocations take place in the future, the allocation will not be fair and the bulk of the shares will still go to these advanced countries, and the developing and emerging economies and even the low income countries will suffer.
Therefore, the first step in making the SDRs play a more important role is to reform the IMF quotas.
IMF quotas review has been a very important part of the recent reform proposals in the last ten years. There has been a slight improvement in the IMF quotas to give higher power to under-represented members and the low income members not to lose their voice in the Fund. Most of these powers are being shifted from the overrepresented members to these countries. However, these reforms have been very small compared to the actual goal. More reforms are on the way especially in 2010 review of quotas that has planned to shift more than 6 percent of the quota shares from some of the advanced members to the developing and emerging members. For these reforms to become effective there is a need for 85 percent of the voting shares to pass this reform proposal. This has not been achieved yet since these advanced economies especially the United States and some of the European countries are not willing to
give up their power in the Fund. As a result, this decision along with many other important reform decisions are on hold due to the veto power these countries( especially the US) are holding and are in the way of further improvements.
The Reform of the Currency Basket of SDR
In 2009, the governor of the People's Bank of China called for an enhanced role of the SDRs in the international monetary system and as a dominant reserve currency. In his speech, he mentioned that the SDRs should be represented to fully satisfy the member countries' demand for a reserve currency. According to him, the current SDR basket does not fully reflect the role of the emerging economies in the global economy. The number of the currencies should be increased and their shares should also be adjusted for a better reflection.
After his speech, there have been many calls to expand the currencies in the SDR basket. The renminbi is generally the first candidate to be added into the basket. Next in line to join the SDR is India's Rupee. But at the moment, India's sizes in exports and reserves are too small for it to aspire SDR membership anytime soon.
However, with the current pact these countries have taken recently, the next review of SDR basket should definitely consider adding on new currencies to the basket. As seen in figure 1 , the SDRs lost their share in total global reserves and hence lost their aiding role in the international monetary system. One of the reasons was due to no allocation especially during the 1980 to 2009.
Establishment of
As part of the efforts to make the SDRs to play a larger role in the international monetary system as the countries themselves have called for, the SDRs should be allocated on a regular basis. The decision to how frequent these allocations should be is decided merely by the Executive Board of the IMF.
To avoid the inflationary effects of the regular allocation, the analysts are proposing for a substitution account. These proposals started in 1979-80, as critics of the dollar's privileged reserve currency role sought to dislodge it, but these proposals were not approved. But with the renewed interest in SDRs, these proposals are once again on board.
Under a substitution scheme, a country might transfer some of its dollar reserves to the IMF, receiving SDRs of equivalent value in return. The country is now long SDRs, and might or might not want to readjust its portfolio in private markets.
The IMF is now short SDRs and long on US dollars. However, to achieve this SDRbased system, IMF's coordination and surveillance is playing a very important role.
Apart from these regular allocations, IMF can plan special allocations like the one which was done only once in 2009. These special allocations can be due to the occurrence of future crisis or then can even be precautionary so that the IMF makes sure the member countries can turn to the Fund for liquidity.
A Move towards an SDR-Based Global Reserve System
The exorbitant privilege enjoyed by the United States, since the US dollar is the dominant currency in the international monetary system and also the threats that the US dollar poses to the stability of the international monetary system as explained by the Triffin dilemma have caused many member countries to want to move away from a US dollar based monetary system and towards a more neutral currency, in this case the SDR.
Another important reason to do so is that in the last two decades, the developing countries have started accumulating high levels of reserves in assets issued by industrial countries, and particularly by the US government because of its low interest rates. This accumulation has worsened in recent years especially since the Another way to achieve the goal would be to design SDR-funded IMF lending. IMF lending during crises would create new SDRs, but such SDRs would be destroyed automatically once such loans are paid for. This is an entirely countercyclical financing mechanism, complementary to the counter-cyclical issuance of SDRs as reserve assets. These are part of the special allocations that can be done the IMF.
The substitution account is also another step towards this SDR-based system.
The account would allow IMF members to substitute foreign exchange by Fundissued SDR-denominated assets, and by encouraging strong regional monetary arrangements.
Conclusion
The SDR will continue to evolve to reflect the multi polar evolution of the international monetary and financial system and even towards an SDR-based system. Plus, SDRs are used to value penalties or charges in some international treaties and agreements. All of these show the increasing role of the SDR and removes any doubt or proposal to remove SDR as a whole.
Diversification
However, to move forward and make SDRs more useful there is immediate need for IMF quotas reform. Without this, SDRs role will be very superficial and they will not either reflect the role of the emerging market economies or satisfy all members of the IMF.
Since many other emerging and developing economies have proved to be strong in the international monetary system in the recent years especially during the crisis, many of these countries are also calling for their currency to be included in the currency basket of the SDR. This should be considered very carefully in IMF's review of the SDR basket expected in 2015 and in future reviews.
the moment. The position of the US dollar as the dominant reserve currency and high levels of US dollar reserves all the member countries hold at the moment are still very high to be easily replaced by the SDR. However, it can be said that the SDR is at least shifting the monetary system towards a multi-polar reserve currency system in which the US dollar has some serious competitions to stay as the dominant currency.
